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Real Estate and Construction Industry Developments—2011/12 iii
Notice to Readers
This Audit Risk Alert replaces Real Estate and Construction Industry
Developments—2010/2011.
This Audit Risk Alert is intended to provide auditors of financial statements
of real estate and construction entities with an overview of recent economic,
industry, technical, regulatory, and professional developments that may affect
the audits and other engagements they perform. This Audit Risk Alert also can
be used by an entity's internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards).
Other auditing publications have no authoritative status; however, they may
help the auditor understand and apply Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publi-
cation, he or she should be satisfied that, in his or her judgment, it is both rele-
vant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This doc-
ument has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Recognition
The AICPA gratefully appreciates the invaluable assistance Dave Arman pro-
vided in creating this publication.
The AICPA gratefully acknowledges the following individuals for their essen-






The Audit Risk Alert Real Estate and Construction Industry Developments
is published annually. As you encounter audit or industry issues that you
believe warrant discussion in next year's Audit Risk Alert, please feel free
to share them with us. Any other comments that you have about the Audit
Risk Alert also would be appreciated. You may e-mail these comments to A&A
Publications@aicpa.org.
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Real Estate and Construction Industry Developments—2011/12 1
How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your real
estate and construction industry audits and also can be used by an entity's in-
ternal management. This alert provides information to assist you in achieving a
more robust understanding of the business, economic, and regulatory environ-
ments in which your clients operate. This alert is an important tool to help you
identify the significant risks that may result in the material misstatement of
financial statements and delivers information about emerging practice issues
and current accounting, auditing, and regulatory developments. You should
refer to the full text of accounting and auditing pronouncements, as well as the
full text of any rules or publications that are discussed in this alert. This alert
is intended to be used in conjunction with the Audit Risk Alert General Ac-
counting and Auditing Developments—2011/12 (product no. 0223312), which
explains important issues that affect all entities in all industries in the current
economic climate.
.02 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient ap-
propriate audit evidence. In AU section 312, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards), audit risk is broadly
defined as the risk that the auditor may unknowingly fail to appropriately mod-
ify his or her opinion on financial statements that are materially misstated.
Further, paragraph .04 of AU section 314, Understanding the Entity and Its
Environment and Assessing the Risks of Material Misstatement (AICPA, Profes-
sional Standards), explains that the auditor should use professional judgment
to determine the extent of the understanding required of the entity and its en-
vironment. The auditor's primary consideration is whether the understanding
that has been obtained is sufficient to assess risks of material misstatement of
the financial statements and to design and perform further audit procedures.
Economic and Industry Developments
Real Estate Market Conditions
Residential Real Estate Market Conditions
.03 The residential real estate market has been experiencing a slow re-
covery but continues to show signs of improvement. According to the National
Association of Realtors (NAR), the Pending Home Sales Index,1 a forward-
looking indicator based on contracts signed in July 2011, rose to 90.9 (up 2.4
percent from a reading of 88.8 in May 2011) and is 19.8 percent above June
2010 when it was 75.9 percent.
.04 According to NAR, the seasonally adjusted annualized rate of existing
home sales decreased 0.8 percent to 4.77 million units in June 2011 and remains
1 The Pending Home Sales Index is a leading indicator for the housing sector and is based on
pending sales of existing homes. A sale is listed as pending when the contract has been signed, but
the transaction has not closed, though the sale usually is finalized within 1 or 2 months of signing.
The National Association of Realtors (NAR) notes that an index of 100 is equal to the average level
of contract activity during 2001, which was the first year to be examined, as well as the first of 5
consecutive record years for existing home sales.
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8.8 percent lower than the 5.23 million unit pace of June 2010. NAR chief
economist Lawrence Yun noted
Home sales had been trending up without a tax stimulus, but a variety
of issues are weighing on the market including an unusual spike in
contract cancellations in the past month. The underlying reason for
elevated cancellations is unclear, but with problems including tight
credit and low appraisals, 16% of NAR members report a sales contract
was cancelled in June, up from 4% in May, which stands out in contrast
with the pattern over the past year.
.05 Total housing inventory at the end of June 2011 rose 3.3 percent to
3.77 million existing homes available for sale. The figure represents a 9.5-
month supply at the current sales pace, up from a 9.1-month supply in May
2011.
.06 In June 2011, the national median existing home price was $184,300.
This represents an increase of 0.8 percent from June 2010. These figures include
distressed sales (which normally depress the median price) of 30 percent of the
total for June 2011, an improvement of 1 percent over May 2011.
.07 Echoing NAR's figures, the 20-city slice of the S&P/Case-Shiller Home
Price Index recorded an increase of 1 percent in May 2011 over April 2011.
Although this increase marks a second consecutive monthly increase, the index
indicated a 4.5 percent decline in annual returns.2
.08 According to David M. Blitzer, chairman of the Index Committee at
Standard & Poor's
We see some seasonal improvements with May's data. This is a sea-
sonal period of stronger demand for houses, so monthly price increases
are to be expected and were seen in 16 of the 20 cities. The exceptions
where prices fell were Detroit, Las Vegas and Tampa. However, 19 of
20 cities saw prices drop over the last 12 months. The concern is that
much of the monthly gains are only seasonal.
.09 According to a statement released by the Commerce Department on
July 19, 2011, U.S. housing starts were positive in June 2011, rising 2.5 percent
to a seasonally adjusted annual rate of 624,000, representing a 6.7 percent
increase from June 2010. Single-family housing starts rose 9.4 percent from
May 2011 to 453,000.
Industrial Real Estate Market Conditions
.10 The industrial real estate market continues to be slow but is being
aided by depressed new construction. Only 3.4 million square feet of new con-
struction was delivered during the most recent quarter, allowing the existing
space to have increased absorption. The national industrial vacancy rate is
down to less than 10 percent, the lowest it has been since the first quarter of
2009.
.11 According to Grubb & Ellis Company, the outlook is positive, with an
expected vacancy rate below 9.5 percent during the next quarter. The decline
2 NAR's existing home price levels are calculated on a monthly basis, whereas the S&P/Case-
Shiller Home Price Index is calculated using a three-month rolling average, which affects the compa-
rability of the two measures.
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in vacancy will continue to be a result of the slowdown in new construction
becoming available for occupancy.
Retail Real Estate Market Conditions
.12 As a result of the economic slowdown, increased unemployment, and
volatility of consumer prices, consumers currently have less disposable income
and have been curtailing retail spending. Further, as a result of continued
high unemployment, potential consumers are spending less time making retail
purchases and more time searching for jobs. As a lagging indicator of economic
performance, the high unemployment figures are projected to remain that way
for some time.
.13 Retail vacancies across the country continue to be soft, with many
areas of the United States seeing an increase in availability or vacancies in a
holding pattern. Along with the industrial sector, the retail sector has had the
effect of the economic downturn curbed slightly with the pullback in construc-
tion. Vacancy rates are being softened by the limited availability of new retail
space.
.14 Although the short-term outlook remains grim, many in the industry
believe that a growing economy will help turn around the depressed state of
the retail market, although they expect this turnaround to be lengthy.
Hospitality Real Estate Market Conditions
.15 Data released for July 2011 from STR Global presents the key statis-
tics of North America's hospitality market's overall health and shows a positive
trend. STR Global data show occupancy up 3.6 percent over July 2010, with
over 105 million room nights sold. Occupancy increased 2.9 percent to 69.9 per-
cent, with a 2.9 percent increase in the average daily rate along with a revenue
per available room increase of 6.9 percent from July 2010. Although the recent
trends are positive, the hospitality market occupancy, rates, and revenues all
continue to be depressed overall.
.16 The construction pipeline for hospitality growth has also rebounded,
although it still shows a 10.1 percent decline from July 2010. In July 2011, ap-
proximately 3,000 projects were underway, comprising a total of nearly 325,000
rooms.
Real Estate Investment Trust Market Conditions
.17 According to the National Association of Real Estate Investment
Trusts (NAREIT), real estate investment trust (REIT) shares continued their
strong performance in the first 7 months of 2011, more than doubling the re-
turn of the broader equity markets. In this time period, the Financial Times
Stock Exchange (FTSE) NAREIT All REITs Index delivered a total return of
11.79 percent, and the FTSE NAREIT All Equity REITs Index returned 10.36
percent, compared with the 3.87 percent return of the S&P 500. On a 1-year
basis through July 31, the FTSE NAREIT All REITs Index returned 23.72 per-
cent, and the FTSE NAREIT All Equity REITs Index gained 22.37 percent. By
comparison, the total return of the S&P 500 was 19.65 percent.
Securitization Market Conditions
.18 The securitization market in the United States appears to have turned
a corner after the frozen conditions seen in 2009 and 2010. The $1.4 trillion
ARA-CON .18
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dollar market has seen significant activity in the early portion of the year, with
large players offering commercial mortgage-backed securities in the billions of
dollars in recent months. In the first 7 months of 2011, commercial mortgage-
backed securities issuances totaled nearly $21 billion. This activity is the best
7-month period since the 2007 slowdown in the market.
.19 Many in the industry expect more large deals as the economy tries
to turn a corner. The effect of the recent Standard & Poor's downgrade of the
credit of the United States has yet to be fully realized; however, the commer-
cial mortgage-backed securities market appears to be on pace to continue to
rebound in 2011, although slower than previously expected.
Construction Market Conditions
.20 The construction industry continues to be strongly affected by the real
estate market's slow recovery. In addition to the continuing slow-to-recover
real estate market, the construction industry continues to face rising energy
and material costs, which experts estimate will only continue to rise.
.21 Construction employment has drastically declined in the 12 months
leading to June 2011, according to the Associated General Contractors of Amer-
ica (AGC). Twenty-seven states saw a decline in construction employment
during that period, and employment dropped in 22 states and the District
of Colombia between May 2011 and June 2011.
.22 The industry continues to slide and suffer from a combination of weak
demand from the private sector and falling public sector investment. According
to Ken Simonson, the AGC's chief economist, "There is no getting around the
fact this industry is stuck in a multi-year slump."
Construction Put in Place
.23 Construction put in place is one of the nation's key economic indicators,
as reported by the U.S. Census Bureau, and represents the value of construction
installed or erected at a construction site during any given period. This includes
the cost of materials and labor, the contractor's profit, the costs of architects
and engineers, overhead, and all interest and taxes paid.
.24 According to the U.S. Census Bureau, in a June 1, 2011, release,
construction spending during June 2011 was estimated at a seasonally adjusted
annual rate of $772.3 billion, compared with $810.4 billion estimated for June
2010. This represents a decrease of 4.7 percent year over year.
.25 Total residential construction, both private and public, comprising
approximately 31.5 percent of total construction spending, has seen a nominal
decrease year over year, consistent with the data from NAR. The seasonally
adjusted annual rate of residential construction as of June 2011 was $243.9
billion, compared with $251.3 billion as of June 2010.
Public and Private Construction
.26 Both public and private construction sectors are in a year-over-year
decline, down 9.6 percent and 1.7 percent, respectively. The only areas with
significant increases in value are private power construction (13 percent) and
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public projects dedicated to commercial, health care, and power construction
(31.5 percent, 19.8 percent, and 17.8 percent, respectively).
Residential Construction
.27 In July 2011, the U.S. Census Bureau reported the following season-
ally adjusted annual statistics from June 2010 to June 2011 for new privately
owned residential construction:
 An increase of 6.7 percent in new privately owned housing units
authorized by permits
 An increase of 16.7 percent in new privately owned housing units
started
 A decrease of 39.3 percent in new privately owned housing units
completed
.28 The housing starts and permits granted are an encouraging sign; the
decrease in completions continues to be a large concern. As noted previously,
NAR has reported that inventory continues to climb even as completions fall,
indicating that a glut of previously completed units remains on the market.
Construction Cost Trends
.29 According to research by the AGC, prices increased significantly for a
range of construction components. In a press release published July 14, 2011,
the AGC noted that construction costs continue to increase at a faster rate
than other producer prices and that contractors continued to be unable to
recoup those costs through higher bid prices. Although construction-related
prices dipped by 0.1 percent in June 2011, compared with May 2011, those
same costs increased 8.3 percent over the last 12 months. In comparison, the
consumer price index for finished goods declined 0.7 percent in June 2011 and
increased only 7 percent over the past 12 months. The AGC notes that the price
of finished buildings remained flat in June 2011 and offset prices with only a 2
percent increase over the past 12 months.
.30 Large increases in the producer price index for the following items
have occurred, hampering contractor profits:
 Diesel fuel increased 1.4 percent in June 2011 and 50 percent
since June 2010.
 Copper and brass milled items increased 0.4 percent in June 2011
and 26 percent since June 2010.
 Aluminum milled items increased 0.4 percent in June 2011 and
17 percent since June 2010.
Audit and Accounting Developments
.31 As noted in paragraph .17 of AU section 312, some possible audit re-
sponses to significant risks of material misstatement include increasing the
extent of audit procedures, performing procedures closer to year-end, or in-
creasing audit procedures to obtain more persuasive evidence. Additionally,
given the constant changing status of economic conditions that could affect
your auditee, auditors should consider modifying audit procedures to ensure
that risks are still adequately addressed.
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.32 Although it is impossible to predict and include all accounting, au-
diting, and attestation issues that may affect your engagements, we cover the
primary areas of concern in this alert. Continue to remain alert to economic,
legislative, and regulatory developments, as well as the associated accounting,
auditing, and attestation issues as you perform your engagements.
Accounting Risks for Construction Contractors and Real
Estate Ventures
.33 As previously noted, the construction industry has seen a decline in
revenues from last year to this year; moreover, it has seen declines in revenues
over the last few years. This decline in revenues has affected the construction
industry as a whole throughout the United States. In addition, the competition
for each project going out to bid has increased dramatically over the last few
years. This increase in competition due to the limited amount of projects going
out to bid has forced contractors to reduce their profit margins on projects bid,
and in some cases, the contractor has bid projects at a negative profit margin.
This decline over the past few years in available work, along with reduced profit
margins, coupled with the normal requirements that the banking and surety
industries put on construction contracts, has had a major impact on the risk for
auditors. Most construction contractors rely on their financing arrangements
with banks and bonding programs with the surety companies, both of which
are based mainly on financial performance measurements of the contractors.
Due to the financial performance measurements that the banking and surety
industries put on construction contractors, the auditor must pay close attention
to the various ways that the contractor can affect its financial statements in
order to meet the financial performance measurements. The auditor should
pay close attention to the following areas:
 Unapproved change orders included in the contract price without
a basis to include in the contract price or without proper disclosure
in the financial statements
 Underestimation of estimated cost to complete on contracts in
progress
 Cost shifting from a closed project to an open project in order to
increase the percentage complete on a contract in progress
.34 All of the preceding items would result in an overstatement of rev-
enue and gross profit on construction contractor financial statements. Although
these items are not new risks, auditors should pay close attention to them due
to the current state of the construction industry.
Accounting Standards Update No. 2009-17
.35 Accounting Standards Update (ASU) No. 2009-17, Consolidations
(Topic 810): Improvements to Financial Reporting by Enterprises Involved with
Variable Interest Entities, represents a revision to former Financial Accounting
Standards Board (FASB) Interpretation No. 46(R), Consolidation of Variable
Interest Entities (revised December 2003)—an interpretation of ARB No. 51,
and changes how a reporting entity determines when an entity that is insuffi-
ciently capitalized or not controlled through voting or similar rights should be
consolidated. The determination of whether a reporting entity is required to
consolidate another entity is based on, among other things, the other entity's
purpose and design and the reporting entity's ability to direct the activities
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of the other entity that most significantly impact the other entity's economic
performance.
ASU No. 2010-06
.36 In January 2010, FASB issued ASU No. 2010-06, Fair Value Measure-
ments and Disclosures (Topic 820): Improving Disclosures about Fair Value
Measurements. This ASU establishes new disclosure requirements regarding
significant transfers in and out of levels 1 and 2 of the fair value hierarchy and
activity in level 3 fair value measurements. The amendments in this ASU be-
came effective for interim and annual reporting periods beginning after Decem-
ber 15, 2009, except for the disclosures in the level 3 fair value measurement
rollforward. Those disclosures are effective for fiscal years beginning after De-
cember 15, 2010, and for interim periods within those fiscal years. Examples
related to the guidance in this ASU were added to FASB Accounting Standards
Codification (ASC) 820-10-55.
ASU No. 2010-20
.37 ASU No. 2010-20, Receivables (Topic 310): Disclosures about the Credit
Quality of Financing Receivables and the Allowance for Credit Losses, requires
disclosures that facilitate a user's understanding of the nature of credit risk in-
herent in the entity's portfolio of financing receivables, how that risk is analyzed
and assessed in arriving at the allowance for credit losses, and the changes and
reasons for those changes in the allowance for credit losses. For public entities,
the disclosures as of the end of a reporting period are now effective. Further,
for public entities, the disclosures about activity that occurs during a reporting
period are effective for interim and annual reporting periods beginning on or
after December 15, 2010. For nonpublic entities, the disclosures are effective
for annual reporting periods ending on or after December 15, 2011.
.38 ASU No. 2011-01, Receivables (Topic 310): Deferral of the Effective
Date of Disclosures about Troubled Debt Restructurings in Update No. 2010-
20, temporarily delays the effective date of the disclosures about troubled debt
restructurings in ASU No. 2010-20 for public entities. The delay is intended to
allow FASB time to complete its deliberations on what constitutes a troubled
debt restructuring. The effective date of the new disclosures about troubled
debt restructurings for public entities and the guidance for determining what
constitutes a troubled debt restructuring will then be coordinated. Currently,
that guidance is anticipated to be effective for interim and annual periods
ending after June 15, 2011.
Audit Risks for Construction Contractors and Real Estate Ventures
Estimates—Impairment of Real Estate, Related Loans Receivables,
and Construction Estimates
.39 One of the most difficult aspects of real estate accounting is deter-
mining whether write-downs are necessary for real estate and related loans
receivable. In the current economic environment, the realizable value for both
real estate and loans receivable held can be difficult to accurately determine.
Auditors should pay close attention to the impairment calculations done by
their clients because determining if an impairment exists, as well as quanti-
fying that impairment, requires a large amount of judgment and a significant
use of estimates.
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.40 When extensive judgment is needed, consider using a specialist or
refer to AU section 342, Auditing Accounting Estimates (AICPA, Professional
Standards). As noted in paragraph .04 of AU section 342, the auditor is respon-
sible for evaluating the reasonableness of these accounting estimates made by
management in the context of the financial statements as a whole.
.41 Given the current economic climate, additional skepticism should be
exercised when considering management's underlying assumptions used in ac-
counting estimates. When evaluating accounting estimates, the auditor should
consider both the subjective and objective factors with professional skepticism.
As discussed in paragraph .09 of AU section 342, key factors and assumptions
that the auditor normally concentrates on include the assumptions that are
significant to the estimate, sensitive to variations, deviations from historical
patterns, or particularly subjective and susceptible to misstatement and bias;
however, it is important to consider whether historical patterns are still appli-
cable.
.42 For example, in the current market, new patterns may emerge. In
this economic climate, with possible increasing pressure on management to
meet earnings, a key aspect of AU section 342 is for an auditor to determine
the reasonableness of management's accounting estimates with an extra de-
gree of professional skepticism. As noted by AU section 316, Consideration of
Fraud in a Financial Statement Audit (AICPA, Professional Standards), when
assessing audit differences between client estimates and audit estimates, even
if they are individually reasonable, an auditor should consider whether these
differences are indicative of possible bias by management. If so, the auditor
should reconsider the estimates as a whole.
.43 The auditor should obtain an understanding of how management de-
velops estimates and should employ one of the approaches outlined in para-
graph .10 of AU section 342 in testing that process. In reviewing and testing
management's process, the auditor may consider identifying controls around
this process and determining if the underlying data used for the estimate
are reliable and used appropriately. An auditor also may develop an estimate
and compare it with management's estimate. Lastly, the auditor may review
subsequent events or transactions occurring prior to the date of the auditor's
report. Further, as noted in AU section 316, hindsight may provide the auditor
additional insight into the existence of management bias.
.44 The auditor might consider the historical experience of the entity
in making past estimates, as well as the auditor's experience in the industry.
However, changes in facts, circumstances, or the entity's procedures may cause
factors different from those considered in the past to become significant to the
accounting estimate. Thus, although a positive history of reasonable estimates
may exist, current economic conditions may be cause for the auditor to more
carefully examine the underlying inputs, considerations, and reasonableness
of the expected results.
.45 Additionally, an auditor may analyze completed contracts to both
understand the historic trends of the entity and help identify areas in which
the entity has incorrectly estimated in the past.
.46 Of particular interest to the construction industry is the consideration
of unapproved or pending change orders and their effect on estimated contract
values. Due to the current economic climate and general bonding requirements,
the risk of a contractor including unapproved or pending change orders in its
contract values has increased. Auditors should consider evaluating contract
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values and any pending change orders recorded. If pending change orders
are recorded, the auditor should consider whether the approval of pending
change orders is probable; the history of pending change order approval on
the particular contract; and specifically, any mark-up included in the pending
change order.
Reporting on an Interim Basis
.47 Many construction contractors are required to report to banks and
bonding companies on an interim basis. Generally, an accountant who is
engaged to review the financial statements of a nonissuer would follow the
requirements and guidance contained in the Statements on Standards for
Accounting and Review Services (SSARSs) literature. However, in certain cir-
cumstances, an accountant who is the auditor of an entity and is requested
to review interim financial information would perform the review engagement
in accordance with AU section 722, Interim Financial Information (AICPA,
Professional Standards).
.48 AU section 722 would be applicable when
a. the client's latest annual financial statements have been audited
by the accountant or a predecessor;
b. the accountant has been engaged to audit the client's current year
financial statements, or the accountant audited the client's latest
annual financial statements and expects to be engaged to audit the
current year financial statements; and
c. the client prepares its interim financial information in accordance
with the same financial reporting framework as that used to pre-
pare the annual financial statements.
.49 If any of the conditions in the preceding (a)–(c) are not met, the ac-
countant should perform the review in accordance with SSARSs.
.50 As such, the requirements of AU section 722 and its amendment by
Statement on Auditing Standards (SAS) No. 121, Revised Applicability of State-
ment on Auditing Standards No. 100, Interim Financial Information (AICPA,
Professional Standards, AU sec. 722 par. .05), are of significant interest to those
in the construction industry and those performing services for the industry.
.51 SAS No. 121 amends further AU section 722. SAS No. 121 amends
paragraph .05 of AU section 722 such that AU section 722 would be applicable,
and not SSARSs, when the accountant
 has been engaged to audit the entity's current year financial state-
ments or
 audited the entity's latest annual financial statements and when
it is expected that the current year financial statements will be
audited, or
 the appointment of another accountant to audit the current year
financial statements is not effective prior to the beginning of the
period covered by the review, and
 the entity prepares its interim financial information in accordance
with the same financial reporting framework as that used to pre-
pare the annual financial statements.
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.52 Accountants may find additional information regarding the require-
ments under SSARSs in the Audit Risk Alert Compilation and Review Develop-
ments—2010/11 (product no. 0223010), which is available at www.cpa2biz
.com.
Supplementary and Other Information Related to Financial Statements
.53 In February 2010, the Auditing Standards Board issued a trio of au-
diting standards related to the auditor's responsibility for other information,
supplementary information, and required supplementary information. These
three standards supersede AU sections 550A, Other Information in Documents
Containing Audited Financial Statements; 551A, Reporting on Information Ac-
companying the Basic Financial Statements in Auditor-Submitted Documents;
and 558A, Required Supplementary Information (AICPA, Professional Stan-
dards). All three standards are effective for audits of financial statements for
periods beginning on or after December 15, 2010. Early application is permit-
ted. These standards should be of particular interest to construction contrac-
tors and their auditors due to the significant amount of supplementary in-
formation that typically accompanies the financial statements of construction
contractors.
Other Information in Documents Containing Audited
Financial Statements
.54 AU section 550, Other Information in Documents Containing Audited
Financial Statements (AICPA, Professional Standards), addresses the auditor's
responsibility regarding other information in documents containing audited fi-
nancial statements and the auditor's report thereon. In AU section 550, other
information is defined as financial and nonfinancial information (other than the
financial statements and auditor's report thereon) that is included in a docu-
ment containing audited financial statements and the auditor's report thereon,
excluding required supplementary information. Documents containing audited
financial statements refers to annual reports or similar documents that are
issued to owners or similar stakeholders and annual reports of governments
and organizations for charitable or philanthropic purposes that are available
to the public that contain audited financial statements and the auditor's report
thereon. In the absence of any separate requirement in the particular circum-
stances of the engagement, the auditor's opinion on the financial statements
does not cover other information, and the auditor has no responsibility for de-
termining whether such information is properly stated. Other information may
include financial summaries or highlights; employment data; planned capital
expenditures; financial ratios; selected quarterly data; or voluntarily presented
information, such as the introductory section or statistical section of a compre-
hensive annual financial report. AU section 550 establishes the requirement
for the auditor to read the other information of which the auditor is aware be-
cause the credibility of the audited financial statements may be undermined by
material inconsistencies between the audited financial statements and other
information. Additionally, AU section 550 states that the auditor should com-
municate with those charged with governance the auditor's responsibility with
respect to the other information, any procedures performed relating to the other
information, and the results. AU section 550 also may be applied, adapted as
necessary in the circumstances, to other documents to which the auditor de-
votes attention at management's request.
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Reporting on Supplementary Information in Relation to the Financial
Statements as a Whole
.55 AU section 551, Supplementary Information in Relation to the Fi-
nancial Statements as a Whole (AICPA, Professional Standards), addresses
the auditor's responsibility when engaged to report on whether supplementary
information is fairly stated, in all material respects, in relation to the finan-
cial statements as a whole. For purposes of generally accepted auditing stan-
dards, supplementary information is defined as information presented outside
the basic financial statements, excluding required supplementary information,
that is not considered necessary for the financial statements to be fairly pre-
sented in accordance with the applicable financial reporting framework. Such
information may be presented in a document containing the audited financial
statements or separate from the financial statements.
.56 AU section 551 also may be applied, with the report wording adapted
as necessary, when an auditor has been engaged to report on whether required
supplementary information is fairly stated, in all material respects, in relation
to the financial statements as a whole.
.57 Some of the key auditor requirements included in AU section 551 are
as follows:
 The auditor should determine that the supplementary informa-
tion relates to the same period as the audited financial statements.
 The auditor should obtain the agreement of management that it
acknowledges and understands its responsibility for the supple-
mentary information.
 The auditor should perform additional procedures regarding the
criteria, form, and methods used by management to prepare the
supplementary information and evaluate the appropriateness and
completeness of the supplementary information.
 The auditor should determine that the supplementary informa-
tion was derived from, and relates directly to, the underlying ac-
counting and other records used in preparing the financial state-
ments.
 The auditor should obtain written representations from manage-
ment acknowledging its responsibility for the presentation, the
content, the consistency of methods of measurement and presen-
tation, and any significant underlying assumptions or interpreta-
tions.
.58 AU section 551 also includes requirements in the circumstances when
the auditor finds that on the basis of the procedures performed, the supplemen-
tary information is materially misstated in relation to the financial statements
as a whole and the related reporting options.
Required Supplementary Information
.59 AU section 558, Required Supplementary Information (AICPA, Pro-
fessional Standards), addresses the auditor's responsibility with respect to
required supplementary information. AU section 558 defines required supple-
mentary information as information that a designated accounting standard
setter requires to accompany an entity's basic financial statements. Required
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supplementary information is not part of the basic financial statements; how-
ever, a designated accounting standard setter considers the information to be
an essential part of financial reporting for placing the basic financial statements
in an appropriate operational, economic, or historical context. In addition, au-
thoritative guidelines for the methods of measurement and presentation of the
information have been established. In the absence of any separate require-
ment in the particular circumstances of the engagement, the auditor's opinion
on the basic financial statements does not cover required supplementary in-
formation. AU section 558 explains that the objectives of the auditor, when
a designated accounting standard setter requires information to accompany
an entity's basic financial statements, are to perform specified procedures in
order to
 describe, in the auditor's report, whether required supplementary
information is presented and
 communicate therein when some or all of the required supple-
mentary information has not been presented in accordance with
guidelines established by a designated accounting standard set-
ter or when the auditor has identified material modifications that
should be made to the required supplementary information for it
to be in accordance with guidelines established by the designated
accounting standard setter.
.60 Among the key auditor requirements found in AU section 558 are that
the auditor should
 inquire of management about the methods of preparing the infor-
mation.
 compare the information for consistency with management's re-
sponses to inquiries, the basic financial statements, and other
knowledge obtained during the audit of the basic financial state-
ments.
 obtain written representations from management that it acknowl-
edges its responsibility for the required supplementary informa-
tion with regard to measurement and presentation, consistency
of methods, and any significant underlying assumptions or inter-
pretations.
On the Horizon
.61 Auditors should keep abreast of accounting developments and upcom-
ing guidance that may affect their engagements. The following sections present
brief information about some ongoing projects that have particular significance
to the construction and real estate industries. Remember that exposure drafts
are nonauthoritative and cannot be used as a basis for changing existing stan-
dards.
.62 Information on, and copies of, outstanding exposure drafts may be ob-
tained from the various standard setters' websites. These websites contain in-
depth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those dis-
cussed here. Readers should refer to the Audit Risk Alert General Accounting
and Auditing Developments—2010/11 (product no. 0223311), for further infor-
mation.
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FASB and the International Accounting Standards Board Joint
Project—Revenue Recognition
.63 On June 24, 2010, FASB and the International Accounting Standards
Board (IASB) published for public comment separate exposure drafts: Revenue
from Contracts with Customers. The separate exposure drafts are the same,
except for minor differences in spelling, style, and format. This is the next step
in the joint revenue recognition project to develop an entirely new revenue
recognition standard.
.64 The revenue recognition project is intended to develop a single, com-
mon revenue recognition model that can be applied to a wide range of industries
and transaction types. The standards resulting from this project will eliminate
weaknesses and inconsistencies between the existing standards. A joint discus-
sion paper issued by the boards proposed a single revenue recognition model.
The boards aim to issue a final converged standard by the second quarter of
2011. The proposed standard would replace International Accounting Standard
(IAS) 18, Revenue; IAS 11, Construction Contracts; and related interpretations
in International Financial Reporting Standards (IFRSs). Under accounting
principles generally accepted in the United States of America (U.S. GAAP), it
would supersede most of the guidance contained in FASB ASC 605, Revenue
Recognition. The core principle of the draft standard is that an entity should
recognize revenue from contracts when it transfers goods or services to the
customer in the amount of consideration that the entity receives, or expects to
receive, from the customer.
.65 This change in the revenue recognition model is expected to have
a large impact on the construction industry. A major concern in the con-
struction sector is that the exposure draft would significantly change the way
that construction contractors account for revenue. Although the exposure draft
does put an end to percentage of completion accounting, the terminology and
technique, as currently prescribed, would disappear. In order to apply the
proposed accounting guidance resulting in similar timing of revenue recogni-
tion, the contractor will have to demonstrate that the contract with the cus-
tomer represents a service contract with continuous transfer of the service
as opposed to a contract for the construction and transfer of assets. The con-
cept of transfer of service will be able to be met in several proposed ways,
such as the customer controlling the asset as it is constructed or improved
upon.
.66 Retrospective application of the standard is proposed, which would
provide a significant challenge to contractors to assess each of their existing
contracts under the proposed guidance. Such a task would require a deep
examination of each contract and the performance obligations that exist and
their state of transfer.
.67 FASB and the IASB recently decided to reexpose this converged stan-
dard for a period of 120 days. Although the exact reexposure date is unknown,
it is expected in September 2011, with exposure running through the first
part of 2012. Depending upon comments received, it is likely that the final
standard may be issued by the end of the first half of 2012. Although the pe-
riod until the standard is effective is expected to be lengthy, the standard
is expected to be challenging and time consuming to implement, given its
changes.
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FASB and the IASB Joint Project—Lease Accounting
.68 On August 17, 2010, FASB and the IASB jointly issued exposure
drafts, Leases, that would establish an accounting model to ensure that assets
and liabilities arising under leases are recognized in the statement of financial
position.
.69 Among the key provisions of the exposure drafts, lessees and lessors
would apply a right-of-use model in accounting for all leases, including leases of
right-of-use assets in a sublease, other than leases of biological and intangible
assets, leases to explore for or use natural resources, and leases of some invest-
ment properties. Under this model, a lessee would recognize the following:
a. An asset representing its right to use the leased asset for the lease
term, measured initially at the present value of the lease payments
plus any initial direct costs
b. A liability to make lease payments, measured initially at the
present value of the lease payments
.70 This differs from the current U.S. GAAP and IFRSs model, which
separates leases into two categories:
a. Capital leases (recognize an asset and a liability)
b. Operating leases (do not recognize an asset and a liability)
.71 Under the model in the exposure drafts, all leases would result in
asset and liability recognition.
.72 When implementing this right-to-use model, contractors and real es-
tate ventures would record an estimated liability for the contractual obligation
to make payments on the lease, as well as an offsetting intangible asset repre-
senting the entity's right to use the asset during the lease. Both entries would
appear on the balance sheet. The proposed guidance also would make compa-
rable changes in the accounting for leasing activities by owners of property
offered for lease to others, including those in real estate.
.73 Payment of the liability would be reflected in the entity's financial
statements as principal repayment and interest expense. Additionally, the en-
tity would record amortization of the right-to-use asset as a separate item of
expense.
.74 The guidance in the exposure draft would require the entity to assume
the longest possible lease term that is most likely to occur and provides that
the lease payments will be discounted at the company's incremental borrowing
rate to arrive at the lease liability. The related intangible asset associated with
a lease agreement would be equal to the lease liability plus the initial direct
cost born by the lessee in the negotiation of the lease agreement.
.75 Although concessions may be made for lease terms of 12 months or
fewer, most lease agreements would be subject to the provisions of the exposure
draft, including long-term and month-to-month leases with related parties and
lease arrangements in which the lessor of equipment provides certain operator
services. The new guidance also would apply retrospectively to existing lease
arrangements.
.76 Currently, the attention by the boards on the proposed lease standard
is tracking slightly behind revenue recognition. FASB and the IASB likely will
reexpose the guidance, although it is uncertain if it will be for a full 120 days, as
noted for revenue recognition. The reexposure date is unknown at this time, but
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is possible that its exposure period will overlap with that of the revenue recog-
nition exposure draft. Final decisions have not been reached about the content
of the reexposed standard, and no proposed effective date has been given.
.77 These proposed changes in lease accounting will have a large impact
on construction contractors, specifically the effect on the entity's leverage ra-
tios. With nearly all lines of credit available to contractors having attached
covenants, this change to the lease accounting model will have a major effect.
The recording of lease obligations on the balance sheet will make it harder for
the contractors to meet existing bank covenants and will require the bank to
either rewrite its covenants or issue waivers. Auditors should be aware of this
impact on the availability of funds and the requirements of the contractors'
bank covenants.
.78 Further, this change will also affect surety credit by recording on the
balance sheet as a liability a current portion of the lease obligation that under
current guidance is disclosed in a footnote and that will have a reducing effect
on the contractor's working capital. Working capital is a critical component in
the calculation of a contractor's surety credit. The change in lease accounting
will likely reduce the bonding capacity of construction companies.
Resource Central
.79 The following are various resources that practitioners engaged in the
real estate and construction industry may find beneficial.
Publications
.80 Practitioners may find the following publications useful. Choose the
format best for you—online or print.
 Audit and Accounting Guide Construction Contractors (2011)
(product no. 0125811 [paperback] or WCC-XX [online])
 Checklists and Illustrative Financial Statements Real Estate Ven-
tures and Construction Contractors (product no. 0089210 [paper-
back] or WCS-CL [online])
Continuing Professional Education
.81 The AICPA offers a number of continuing professional education (CPE)
courses that are valuable to CPAs working in public practice and industry,
including the following specifically related to the real estate and construction
industries:
 Real Estate Accounting and Financial Reporting: Tackling the
Complexities (product no. 734623)
 Real Estate Accounting and Auditing (product no. 730611)
 Advanced Real Estate Accounting, Auditing & Taxation (product
no. 745921)
 Construction Contractors Advanced Issues (product no. 731997)
 Construction Contractors: Accounting, Auditing and Tax (product
no. 736435)
 Taxation of Construction Contractors (product no. 753562)
.82 Visit www.cpa2biz.com for a complete list of CPE courses.
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Online CPE
.83 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. AICPA members pay $180 for a
new subscription and $145 for the annual renewal. Nonmembers pay $435
for a new subscription and $375 for the annual renewal. Divided into 1-credit
and 2-credit courses that are available 24 hours a day, 7 days a week, AICPA
CPExpress offers hundreds of hours of learning in a wide variety of topics.
Some topics of special interest to the real estate industry include the following:
 Planning the Audit of a Real Estate Entity's Financial Statements
 Accounting for Sale-Leasebacks and Nonmonetary Exchanges
 Accounting for Rental Operations and Investments in Real Estate
Ventures
 Accounting for the Sale of Real Estate Assets
 Accounting for the Impairment of Completed Real Estate Projects
 Auditing Real Estate Transactions
 Accounting for the Acquisition and Development of Real Estate
Assets
.84 Some topics of special interest to the construction industry include the
following:
 Construction Contractors: Nature of the Construction Industry
 Construction Contractors: Contract Accounting
 Construction Contractors: Audit Plan/Preliminary Analytical
Procedures plus Substantive Audit Procedures
 Construction Contractors: Other Auditing Considerations
 Construction Contractors: Internal Control Issues in the Construc-
tion Industry
 Construction Contractors: Audit Risks in the Construction Indus-
try
 Construction Contractors: Nature and Significance of the Con-
struction Industry and Cost Allocations
.85 To register or learn more, visit www.cpa2biz.com.
Member Service Center
.86 To order AICPA products, receive information about AICPA activi-
ties, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.
Hotlines
Accounting and Auditing Technical Hotline
.87 Do you have a complex technical question about GAAP, other compre-
hensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from
9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline at
877.242.7212 or online at www.aicpa.org. Members can also e-mail questions
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to aahotline@aicpa.org. Additionally, members can submit questions by com-
pleting a Technical Inquiry form found on the same website.
Ethics Hotline
.88 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.
Industry Conference
.89 The AICPA offers an annual National Real Estate Conference in the
fall. The National Real Estate Conference is a two-day conference designed to
update attendees on recent developments related to the real estate industry.
In 2011, the conference will be held November 10–11 in Scottsdale, Arizona.
.90 Additionally, the AICPA offers an annual National Construction In-
dustry Conference in the winter. The National Construction Industry Confer-
ence is a two-day conference designed to update attendees on recent develop-
ments related to the construction industry. In 2011, the conference will be held
December 1–2 in Las Vegas, Nevada.
.91 For further information about either conference, call 888.777.7077 or
visit www.cpa2biz.com.
Industry Websites
.92 The Internet covers a vast amount of information that may be valuable
to auditors of real estate and construction entities, including current industry
trends and developments. Some of the more relevant sites for auditors with
real estate clients include those shown in the following table:
Organization Website
American Securitization Forum www.americansecuritization.com
CB Richard Ellis www.cbre.com
Colliers International www.colliers.com
Lodging Econometrics www.lodging-econometrics.com
Mortgage Bankers Association www.mbaa.org
National Association of Real Estate
Investment Trusts
www.reit.com
National Association of Realtors www.realtor.org
Real Estate Research Corporation www.rerc.com




Urban Land Institute www.uli.org
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.93 Some of the more relevant sites for auditors with construction clients
include those shown in the following table:
Organization Website
The American Institute of Architects www.aia.org
Associated Builders and Contractors, Inc. www.abc.org
The Associated General Contractors of America www.agc.org
McGraw-Hill Construction www.construction.com
National Association of Realtors www.realtor.org
The Surety & Fidelity Association of America www.surety.org
.94 The real estate and construction practices of some of the larger CPA
firms also may contain industry-specific auditing and accounting information
that is helpful to auditors.
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